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Investment Companies
NOTICE TO READERS
This Audit Risk Alert is intended to provide auditors of financial 
statements of investment companies with an overview of recent economic, 
industry, regulatory, and professional developments that may affect the 
audits they perform. This document has been prepared by the AICPA 
staff. It has not been approved, disapproved, or otherwise acted on by a 
senior technical committee of the AICPA.
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Technical Manager,
Accounting and Auditing Publications
Copyright © 1996 by
American Institute of Certified Public Accountants, Inc., 
New York, NY 10036-8775
All rights reserved. Requests for permission to make copies 
of any part of this work should be mailed to Permissions 
Department, AICPA, Harborside Financial Center,
201 Plaza Three, Jersey City, NJ 07311-3881.
1 2 3 4 5 6 7 8 9 0  AAG 9 9 8 7 6
Table of Contents
Page
Investment Companies Industry Developments—1996/97 .......... 5
Industry and Economic Developments........................................  5
Regulatory and Legislative Developments..................................  7
Securities Regulation B ill...........................................................  7
IRS Audits of Investment Companies......................................  8
SEC—Proposed Mutual Fund Disclosure Practice.................  9
1996 SEC Generic Comment Letter.......................................... 9
Private Securities Litigation Reform Act..................................  10
SEC Proposal to Implement Private Securities
Litigation Reform A ct............................................................. 11
Audit Issues and Developments...................................................  13
Related-Party Transactions.......................................................  13
Valuation of Securities............................................................... 14
Tax Qualification........................................................................  14
Service Auditor's Reports...........................................................  15
New Pronouncements................................................................. 16
New Independence Standards...................................................  19
AICPA Exposure Drafts: Proposed SASs................................  20
Accounting Issues and Developments..........................................  21
Accounting for Transfers and Servicing of Financial
Assets and Extinguishment of Liabilities............................. 21





Industry and Economic Developments
Investment companies continued their record growth during the 
first five months of 1996, led by mutual funds which averaged monthly 
cash inflows of more than $24 billion dollars. By historical standards, 
these inflows are enormous. Through the first half of 1996, investors 
put more money into mutual funds than they had in all of 1995 ($138.3 
billion through June 1996 as opposed to $128.2 billion in 1995). As a 
result, total net assets in all types of mutual funds increased to $3.2 
trillion by midyear, compared with $2.5 trillion in June 1995. Total net 
assets of stock funds increased to $1.5 trillion; bond and income fund 
assets increased to $830 billion; taxable money market fund assets de­
creased to $686 billion; and tax-exempt money market fund assets de­
creased to $132 billion.
This pattern of growth, however, could not be sustained beyond 
May. Beginning in June, cash inflows into mutual funds dropped to 
$14.5 billion, a 38 percent decline from the previous month. The decline 
continued in July when the amount of cash invested in stock mutual 
funds dropped to $3.5 billion, its lowest level since November 1994. For 
some investment companies, the reduction in cash inflows was accom­
panied by a significant increase in fund redemptions. For example, 
within the span of one week during July, $112 million flowed out of 
emerging growth stock funds; $98 million was withdrawn from small 
stock technology funds; and $25 million was redeemed from aggres­
sive small stock funds — the largest weekly outflows since January 
1992. By August, stock mutual funds, following a market recovery, 
rebounded with inflows of approximately $17 billion, a significant in­
crease over July but below both the 1996 monthly average and the 
January high of almost $30 billion. Bond mutual funds, which had out­
flows of more than $1 billion in July, continued their poor showing 
with inflows of only $1.7 million in August.
In periods of sharply rising investor redemptions, auditors should 
be alert to the liquidity problems that may develop. Some investment 
companies have sought outside financing to satisfy redemption de­
mands. Numerous investment companies have established contingent 
funding through financing arrangements such as lines of credit (by one 
newspaper account, a major bank reported a 50 percent increase in
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financing extended to mutual funds so far this year). In these circum­
stances, auditors should consider whether such financing arrange­
ments have been properly disclosed in the notes to the financial 
statements. Auditors also should consider whether these loan agree­
ments include restrictive covenants that raise reporting and disclosure 
issues.
As an alternative means of financing redemption demands, some 
investment companies, with approval from the Securities and Ex­
change Commission (SEC), may lend money from one fund to another. 
In an approach that is generally considered more expedient and less 
expensive than other forms of financing, an investment company's eq­
uity fund might, for example, borrow cash from a bond fund affiliate 
on a temporary basis. Auditors should evaluate interfund loans such 
as these pursuant to auditing and accounting guidance on related- 
party transactions. The "Auditing Issues and Developments" section 
of this Audit Risk Alert gives further consideration to the issue of re­
lated-party transactions.
For some investment companies, the sudden increase in outflows 
came on the heels of significant losses incurred due to sharp declines in 
market values during the summer months. Market value losses from 
equity holdings totaled more than $66 billion in the first two weeks of 
July. If such a trend continues beyond an investment company's year 
end, auditors may wish to consider whether subsequent events disclo­
sure is warranted. For example, although declines in the market value 
of security portfolios and the corresponding change in the net assets 
and net asset value per share are risks inherent to mutual fund invest­
ments, they have, in some instances, been accompanied by investor 
withdrawals that resulted in a significant decline in the value of an 
investment company's assets. If a sale of a substantial amount of secu­
rities is necessary to generate sufficient amounts of cash to satisfy 
investor withdrawals, disclosure may be warranted. In such circum­
stances, auditors should consider the guidance set forth in SAS No. 1, 
Codification of Auditing Standards and Procedures—Subsequent Events 
(AICPA, Professional Standards, vol. 1, AU sec. 560).
Sharp declines in market value, decreases in cash inflows, along with 
increases in investor redemptions, may cause portfolio managers to 
adopt more aggressive trading strategies (within the parameters of 
shareholder-approved investment objectives) as they attempt to im­
prove shareholder returns, retain current investors, and attract new 
investors. Such strategies might include the use of derivatives—inno­
vative financial instruments that often are very complex and involve a 
substantial risk of loss—as risk management tools, or as speculative 
investment vehicles. An investment company's use of derivatives may 
increase audit risk. As such, it is essential that auditors understand
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both the economics of derivatives used by the investment companies 
whose financial statements they audit and the nature and business 
purpose of their derivative activities. To the extent that derivatives 
qualify as financial instruments, as defined by Financial Accounting 
Standards Board (FASB) Statements of Financial Accounting Stand­
ards Nos. 105, Disclosure of Information about Financial Instruments with 
Off-Balance-Sheet Risk and Financial Instruments with Concentrations of 
Credit Risk (FASB, Current Text, vol. 1, sec. F25), 107, Disclosures about 
Fair Value of Financial Instruments (FASB, Current Text, vol. 1, sec. F25), 
and 119, Disclosure about Derivative Financial Instruments and Fair Value 
of Financial Instruments (FASB, Current Text, vol. 1, sec. F25), the disclo­
sure requirements set forth in these pronouncements must be met. The 
AICPA publication, Derivatives-Current Accounting and Auditing Litera­
ture, summarizes current authoritative accounting and auditing guid­
ance and provides background information on basic derivatives 
contracts, risks, and other general considerations. The FASB has issued 
an exposure draft of a proposed Statement of Financial Accounting 
Standards, Accounting for Derivative and Similar Financial Instruments 
and for Hedging Activities.
Additionally, auditors should consider the impact of the current in­
dustry environment that has fluctuated between significant growth, 
rising redemptions and sudden, sharp declines in the market value of 
investments on an investment company's internal controls. These cir­
cumstances could place burdens on internal controls that may affect an 
auditor's assessment of control risk.
Regulatory and Legislative Developments
Securities Regulation Bill
Congress has undertaken an effort to reduce the role of state regula­
tors in the review of mutual funds and stock sales, and to modernize 
mutual fund regulation. Legislation already passed by both Houses of 
Congress would create a national system of securities regulation. Fed­
eral rather than state regulations would govern mutual fund offerings 
and sales documents, sales of securities to professional investors, and 
securities of companies with more than $10 million in assets. If 
adopted, this bill will eliminate the burdens of duplicate regulations on 
investment companies. It would also codify previous exemptive orders 
which would provide a statutory exemption for certain types of mu­
tual funds that offer new funds that invest only in the shares of other 
mutual funds, and exempt some investment companies from Federal 
law. As of this writing, the legislation passed by both Houses of Con-
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gress was to be reconciled in a House-Senate conference. The bill is 
likely to become law this year given its bipartisan nature along with 
the more than two-third's support needed to override a possible presi­
dential veto. Auditors should be alert to the passage of this legislation 
to determine the effect, if any, on their audits of investment compa­
nies.
IRS Audits of Investment Companies
The Internal Revenue Service (IRS) has conducted examinations of 
investment advisor firms of mutual funds with some regularity, how­
ever, mutual funds themselves have rarely been examined. To remedy 
this shortcoming, the IRS has announced its intent to undertake an 
initiative to audit the tax returns of investment companies. The objec­
tives of the IRS initiative are expected to include the identification of 
unreported income, the scrutiny of transactions with affiliates such as 
investment advisor firms, and the verification of Form 1099 informa­
tion (focusing on the proper classification of ordinary income versus 
capital gain). If a revenue agent's examination is in process, and it con­
cerns issues relevant to the financial statements for periods under 
audit, the auditor should consider the implications of any issues set 
forth therein. Adjustments resulting from the examination should be 
evaluated for their accounting and disclosure impact. If any assess­
ments for tax deficiencies and related interest expense have been lev­
ied, consideration should be given to whether they have been properly 
reflected in the financial statements.
Investment companies registered under the Investment Company 
Act of 1940 may elect to qualify for special Federal income tax treat­
ment as regulated investment companies (RICs) under the Internal 
Revenue Code (IRC). Qualification as an RIC permits the investment 
company to avoid Federal and most State taxes on the investment in­
come and capital gains it earns and distributes to its shareholders. 
Thus, an investment company distributing all of its income to its share­
holders would have no taxable income and, therefore, would incur no 
tax liability. If an investment company fails to qualify as an RIC, it will 
be taxed as a corporation. Accordingly, when addressing the area of 
accounting for income taxes, auditors should consider whether the in­
vestment company has maintained its exempt status as an RIC.
Tax regulations imposed upon investment companies are complex 
and varied. Auditors should consider an investment company's com­
pliance with tax regulations that have a direct and material effect on 
the determination of financial statement amounts pursuant to SAS No. 
54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec.
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317), which requires that audits be designed to provide reasonable as­
surance of detecting misstatements that result from illegal acts that 
have a direct and material effect on the determination of financial state­
ment amounts.
SEC—Proposed Mutual Fund Disclosure Practice
In a proposal to be issued some time this fall, the SEC is expected to 
set forth certain required disclosure practices for mutual funds. The 
proposal is expected to require improved risk disclosure and may in­
clude a graphic risk disclosure representation near the beginning of the 
prospectus. This would include a narrative description of the specific 
risks associated with the fund's investment approach, that is, the 
fund's risk profile. If this element of the proposal is adopted, auditors 
should consider their responsibilities pursuant to SAS No. 8, Other In­
formation in Documents Containing Audited Financial Statements, (AICPA, 
Professional Standards, vol. 1, AU sec. 550). SAS No. 8 provides that, al­
though an auditor's responsibility with respect to information in a 
document such as a prospectus does not extend beyond the financial 
information identified in the report, and although the auditor has no 
obligation to perform any procedures to corroborate other information 
contained therein, the auditor should read the other information and 
consider whether such information, or the manner of its presentation, 
is materially inconsistent with information, or the manner of its presen­
tation, appearing in the financial statements. If the auditor concludes 
that there is a material inconsistency, a determination should be made 
as to whether the financial statements, the report, or both require revi­
sion.
The proposal may permit the sale of funds using fund profiles that are 
short summaries of key fund features. A full-length prospectus would 
be available upon request, at any time, and would be required to be 
delivered upon confirmation of the purchase.
1996 SEC Generic Comment Letter
The SEC's Division of Investment Management has issued its generic 
comment letter for 1996, providing assistance to investment company 
registrants in preparing disclosure documents to be filed with the SEC. 
The letter includes discussions of the following topics:
• Prospectus improvement
• Disclosure comments for multiple class funds, registration state­
ments filed on Form N-14, and closed-end funds' tender offers
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• Proxy disclosure requirements relating to material factors discus­
sions, compensation disclosure, as well as electronic proxy voting 
and voting results
• EDGAR implementation and filing procedures relating to Finan­
cial Data Schedules, Paper Copies, Cover Letters, and Extending 
Effectiveness of Rule 485(a) Filings
• Register additional shares under Rule 24f-2
• Deregistering funds
Private Securities Litigation Reform Act
The Private Securities Litigation Reform Act of 1995 (the Act) became 
effective on December 22, 1995 (though not applicable to pending law­
suits) when Congress overrode a presidential veto. It offers significant 
relief to the accounting profession from class action securities lawsuits 
relating to publicly held entities. Such lawsuits will be more difficult to 
file through the imposition of tougher requirements on plaintiffs and 
their attorneys. Limitations are placed on accountants' liability and a 
safe harbor is created for certain projections of financial performance. 
The legislated reporting responsibility of auditors will be expanded to 
include a requirement for auditor notification to the SEC of illegalities 
not appropriately addressed by management.
The Act requires that audits of financial statements by independent 
public accountants include the following:
• Procedures to identify illegal acts and related-party transactions 
that would have a direct and material effect on the determination 
of financial statement amounts
• An evaluation as to whether there is substantial doubt about the 
ability of the entity to continue as a going concern in the sub­
sequent year
The Act also requires auditors who become aware that an illegal act 
has or may have occurred to determine the possible effect of fines and 
other factors on the financial statements. Auditors must then inform 
the entity's audit committee (or in the committee's absence, the board 
of directors) of their findings. If the auditor determines that there has 
been no timely and appropriate response to their notification, the audi­
tor must forward that conclusion to the entity's board of directors. The 
board is then required to notify the SEC of that report within one busi­
ness day, providing the auditor with a copy. If the auditor does not 
receive a copy, the auditor must forward the report of illegal acts to the 
SEC within the next business day.
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SEC Proposal to Implement Private Securities Litigation  
Reform Act
The SEC has released a proposed rule designed to implement the 
requirements of section 10A of the Securities Exchange Act of 1934 
which was added by Title III to the Private Securities Litigation Reform 
Act of 1995, which is discussed above. The proposal will incorporate 
the statutory provisions of Section 10A into the Exchange Act Rules 
and Regulation S-X. The statutory provisions of Section 10A, which 
codifies certain professional auditing standards and expands the audi­
tors reporting obligations, can be summarized as follows:
Section 10A(a)—Auditor Responsibilities. This section requires that 
audits of registrants' financial statements include the following:
• Procedures designed to provide reasonable assurance of detecting 
illegal acts that would have a direct and material effect on the 
determination of financial statement amounts
• Procedures designed to identify related party transactions that are 
material or otherwise require disclosure
• An evaluation of whether there is substantial doubt about the reg­
istrant's ability to continue as a going concern during the ensuing 
fiscal year
These requirements appear to be consistent with generally accepted 
accounting principles. In fact, footnote 5 of the release specifically re­
fers to the following for "standards addressing those procedures man­
dated by section 10A":
• SAS No. 54, Illegal Acts (AICPA, Professional Standards, vol. 1, AU 
sec. 317)
• SAS No. 45, Omnibus Statement on Auditing Standards—1983: Re­
lated Parties (AICPA, Professional Standards, vol. 1, AU sec. 334)
• SAS No. 59, The Auditor's Consideration o f an Entity's Ability to Con­
tinue as a Going Concern (AICPA, Professional Standards, vol. 1, AU 
sec. 341)
• SAS No. 64, Omnibus Statement on Auditing Standards—1990 
(AICPA, Professional Standards, vol. 1, AU sec. 341)
• SAS No. 77, Amendments to Statement on Auditing Standards No. 22, 
Planning and Supervision, No. 59, the Auditor's Consideration of 
and Entity's Ability to Continue as a Going concern, and No. 62, 
Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 341)
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• SAS No. 53, The Auditor's Responsibility to Detect and Report Errors 
and Irregularities (AICPA, Professional Standards, vol. 1, AU sec. 
316)
In addition, the definition of "illegal acts' is consistent with that used 
in SAS No. 54.
Section 10A (b)—Auditor Reporting o f Illegal Acts. This section con­
tains provisions that would require the auditor to report certain illegal 
acts directly to the SEC if the registrant fails to do so. If the auditor 
becomes aware of information indicating that an illegal act (whether or 
not material) has occurred or may have occurred, then the auditor 
would be required "in accordance with GAAS" to determine whether 
it is likely that an illegal act has occurred and, if so, it's possible effect 
on the financial statements. The auditor would be required to inform 
the registrant's management of the illegal act "as soon as practicable." 
In addition, the auditor must gain assurance that the registrant's board 
of directors was adequately informed of any detected illegal act. GAAS 
already contains similar notification requirements; Section 10A(b) con­
tains the additional requirement that these notifications occur "as soon 
as practicable."
The auditor would be required to then notify the board of directors 
directly if the following three conclusions are met:
1. The illegal act has a material effect on the financial statements;
2. Senior management has not taken timely and appropriate reme­
dial action;
3. The failure to take remedial action is reasonably expected to war­
rant either a departure from the auditor's standard report or the 
auditor's resignation from the audit engagement.
After receiving such a report, the board of directors has one business 
day to notify the SEC that it received such a report. If the auditor does 
not receive a copy of the board's notice to the SEC within that one 
business day period, then by the end of the next business day the audi­
tor is required to furnish directly to the SEC a copy of the report given 
to the board.
Section 10A(c)—Private Rights o f Action. This provision states that 
there is no private right of action against auditors based on any find­
ings, conclusions, or statements expressed in their reports to the SEC.
Section 10A(d)—Civil Money Penalties. This section subjects auditors 
to civil money penalties if the SEC finds in a cease-and-desist proceed­
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ing that the auditor willfully failed to comply with the direct reporting 
provisions in Section 10A.
Definition o f an Audit. The proposed amendment would conform the 
definition of audit in Regulation S-X with Section 10A by noting that 
the audit of the financial statements of SEC registrants should be per­
formed in accordance with GAAS as may be modified or supple­
mented by the SEC.
Report Confidentiality. Reports filed under Section 10A would be con­
fidential and exempt from disclosure under the Freedom of Informa­
tion Act.
Audit Issues and Developments
R elated-Party Transactions
The expected scrutiny of transactions with affiliates by the IRS, along 
with such issues as interfund loans, should serve as a reminder to audi­
tors of the significance of the examination of related-party transactions 
and transactions with affiliates (including advisory and 12b-1 fees, 
sales load commissions, and purchases and sales of investments 
through an affiliate) in their audits of investment companies.
FASB Statement No. 57, Related Party Disclosures (FASB, Current Text, 
vol. 1, sec. R36), defines related parties as "parties with which the en­
terprise may deal if one party controls or can significantly influence the 
management or operating policies of the other to an extent that one of 
the transacting parties might be prevented from fully pursuing its own 
separate interests. Another party also is a related party if it can signifi­
cantly influence the management or operating policies of the transact­
ing parties or if it has an ownership interest in one of the transacting 
parties and can significantly influence the other to an extent that one or 
more of the transacting parties might be prevented from fully pursuing 
its own separate interests."
In a mutual fund environment, the investment manager, distributor, 
custodian, and transfer agent are generally considered to be related 
parties. Transactions occurring between the fund and such parties are 
common. FASB Statement No. 57 sets forth the requirements for the 
disclosure of related-party transactions. Although certain accounting 
pronouncements may prescribe a specific accounting treatment for re­
lated-party transactions, established accounting principles ordinarily 
do not require transactions with related parties to be accounted for on 
a basis other than that which would be appropriate if the parties were 
not related. Auditors should view related-party transactions within the
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framework of existing pronouncements, placing emphasis on the ade­
quacy of disclosure. "Related Parties" (AICPA, Professional Standards, 
vol. 1, AU sec. 334), provides guidance on procedures auditors should 
consider to identify related-party relationships and transactions when 
they are performing an audit of financial statements in accordance 
with GAAS. Auditors should satisfy themselves concerning the re­
quired financial statement disclosures.
Valuation o f  Securities
In that the purchase and redemption prices of fund shares are based 
almost exclusively on the value of a fund's investment portfolio, the 
area of securities valuation is a prime concern for auditors of invest­
ment companies. Investment securities whose disposition is restricted 
under Federal law and securities for which active markets do not exist 
require additional auditor scrutiny to ensure that carrying amounts 
approximate fair value. If security values are determined by the invest­
ment company's board of directors, auditors should review and evalu­
ate relevant evidential matter underlying the basis for the valuation. 
Security investments may also include securities of companies that are 
in default on the payment of dividends and interest, or that have filed 
for protection under bankruptcy laws. Such investments may also 
include floating- or variable-rate senior loans to corporations, partner­
ships, and other entities issued as part of leveraged buyouts, acquisi­
tions, or recapitalizations. The AICPA Audit and Accounting Guide 
Audits o f Investment Companies includes guidance on testing portfolio 
valuations. As discussed in the Guide, the audit focus should include 
such procedures as a review of the fund's pricing methods, considera­
tion of the board's oversight (that is, through a valuation committee), 
etc. These considerations are especially important in emerging market 
environments. Auditors of financial statements of investment compa­
nies registered with the SEC should consider whether management has 
addressed the guidance set forth in Accounting Series Releases (ASRs) 
113,118 as well as the 1994 Dear CFO letter.
Tax Q ualification
Investment companies that qualify under the special provisions of 
subchapter M of the IRC are not taxed on earnings that are distributed 
to shareholders. Auditors should exercise special care when verifying 
that funds have met the quarterly and annual tests imposed by the 
IRC.
Auditors should also be alert to the tax consequences of investing in 
complex financial instruments. Such investments may cause differ­
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ences between book and tax income and generate income that may not 
be eligible for the 90-percent-gross income test or may constitute short- 
short gains subject to the 30-percent-short-short limit specified in the 
IRC. Investment companies also must meet certain quarterly diversifi­
cation requirements with respect to total assets.
When evaluating whether investment companies meet those re­
quirements, auditors of single-state municipal bond funds that have 
multiple issues guaranteed by a single agency or municipality should 
consider aggregating such agency's or municipality's issues into one 
issue solely for the purpose of measuring diversification. Investments 
in limited partnerships and securities denominated in foreign curren­
cies also pose special tax qualification and valuation risks.
Service Auditor's Reports
Investment companies frequently use the services of fund custodi­
ans, transfer agents, and other service organizations that affect asser­
tions in an investment company's financial statements. In obtaining an 
understanding of an investment company's internal control and as­
sessing control risk, auditors should consider carefully the functions or 
processing performed by such service organizations. SAS No. 70, Re­
ports on the Processing of Transactions by Service Organizations (AICPA, 
Professional Standards, vol. 1, AU sec. 324), provides guidance to audi­
tors of entities, including investment companies, that use service or­
ganizations. SAS No. 70 may specifically influence custodian and 
transfer agent third-party internal control reports, as well as multiple- 
class fund design and operation reporting on expense allocation and 
the calculation of net asset value per share and distributions.
SAS No. 55, Consideration o f the Internal Control Structure in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319A), 
requires an auditor to obtain an understanding of an entity's internal 
control sufficient to plan the audit. If an investment company uses a 
service organization, control activities at the service organization that 
affect the functions or processing performed by the service organiza­
tion may have a significant effect on assertions in the investment com­
pany's financial statements. For this reason, planning the audit of an 
investment company may require that the auditor gain an under­
standing of control activities performed by a service organization. If an 
investment company relies on a service organization's control activi­
ties over the processing of transactions that are material to the invest­
ment company's financial statements, these control activities should be 
considered by the auditor.
One method of obtaining information about these control activities is 
to obtain a service auditor's report as described in SAS No. 70. Audi­
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tors assessing whether there is a need to obtain a service auditor's re­
port if their clients use service organizations should note that the fact 
that an entity uses a service organization does not, in itself, mean that 
such a report must be obtained. In certain situations, the investment 
company may implement control activities that will obviate the need 
for a service auditor's report. In such circumstances, the investment 
company is not relying on the service organization's controls.
Some additional factors that may be considered in determining 
whether to obtain a service auditor's report are the following—
• Whether the transactions or accounts processed by the service or­
ganization are material to the investment company's financial 
statements
• The extent to which the user organization retains responsibility for 
authorizing the transactions and maintaining the related account­
ability.
• The availability of other information (for example, user manuals, 
system overviews, and technical manuals) at the investment com­
pany (Such information may provide the auditor with sufficient 
information to plan the audit.)
The AICPA Auditing Procedure Study, Implementing SAS No. 70, Re­
ports on the Processing of Transactions by Service Organizations can pro­
vide auditors with guidance in this area.
New Pronouncements
Auditing Standards
SAS No. 75. In September 1995, the ASB issued SAS No. 75, Engage­
ments to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or 
Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU 
sec. 622), which provides guidance to an accountant concerning per­
formance and reporting in all engagements to apply agreed-upon pro­
cedures to specified elements, accounts, or items of a financial 
statement, except for certain circumstances, as discussed in the State­
ment. The Statement is effective for reports on engagements to apply 
agreed-upon procedures dated after April 30 , 1996, with earlier appli­
cation encouraged.
SAS No. 76. In September 1995, the ASB issued SAS No. 76, Amend­
ments to Statement on Auditing Standards No. 72, Letters for Underwriters 
and Certain Other Requesting Parties (AICPA, Professional Standards, 
vol. 1, AU sec. 634). The Statement provides reporting guidance and an
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example of a letter, actually a form of agreed-upon procedures report, 
that the accountant can provide in response to a request to provide a 
comfort letter in circumstances in which the party requesting the letter 
is not willing to provide the accountant with the representations re­
quired in paragraphs 6 and 7 of SAS No. 72. The Statement is effective 
for letters issued pursuant to paragraph 9 of SAS No. 72 after April 30,
1996.
SAS No. 77. In November 1995, the ASB issued SAS No. 77, Amend­
ments to SAS No. 22, Planning and Supervision, No. 59, The Auditor's 
Consideration of an Entity's Ability to Continue as a Going Concern, 
and No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU 
secs. 311, 341, and 623), which, among other things, clarifies that a 
written audit program should be prepared in every audit and pre­
cludes the use of conditional language in the auditor's explanatory 
paragraph to indicate that there is substantial doubt about the entity's 
ability to continue as a going concern. Such reports frequently are pre­
pared in connection with an underwriting of a closed-end fund. SAS 
No. 77 is effective for engagements beginning after December 15, 1995.
SAS No. 78. In December 1995, the ASB issued SAS No. 78, Consid­
eration of Internal Control in a Financial Statement Audit: An Amendment to 
Statement on Auditing Standards No. 55 which revises the definition and 
description of internal control contained in the Statements on Auditing 
Standards to recognize the definition and description contained in In­
ternal Control—Integrated Framework (the COSO Report), published by 
the Committee of Sponsoring Organizations of the Treadway Commis­
sion. This Statement is effective for audits of financial statements for 
periods beginning on or after January 1, 1997, with earlier application 
permitted.
SAS No. 79. In December 1995, the ASB issued SAS No. 79, Amend­
ment to Statement on Auditing Standards No. 58, Reports on Audited Fi­
nancial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508), 
which eliminates the requirement that, when certain criteria are met, 
the auditor add an uncertainties explanatory paragraph to the audi­
tor's report. SAS No. 79 also clarifies and reorganizes the guidance in 
SAS No. 58 concerning emphasis paragraphs, matters involving uncer­
tainties, and disclaimers of opinion. Such uncertainties may include 
the valuation of illiquid investments or those investments for which a 
readily ascertainable market value does not exist. This Statement does 
not affect SAS No. 59 nor preclude the auditor from adding a para­
graph to the auditor's report to emphasize a matter disclosed in the 
financial statements. This Statement is effective for reports issued or
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reissued on or after February 29 , 1996, with earlier application permit­
ted.
A table outlining the significant provisions of the newly issued 
auditing standards is set forth in the Exhibits section of this Audit Risk 
Alert.
Attestation Standards
SSAE No. 4. In September 1995, the ASB issued Statement on Stand­
ards for Attestation Engagements (SSAE) No. 4, Agreed-Upon Proce­
dures Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600). 
SSAE No. 4 sets forth attestation standards and provides guidance on 
the performance and reporting in all agreed-upon procedures engage­
ments, except for in certain circumstances, and is effective for reports 
on agreed-upon procedures engagements dated after April 30, 1996. 
SSAE No. 4 generally should be used when applying agreed-upon pro­
cedures to nonfinancial statement subject matter. In addition, SSAE 
No. 4 requires a written assertion from management as a condition of 
engagement performance. Reporting on security counts performed 
pursuant to Rules 17f-1 and 17f-2 of the 1940 Act should follow SSAE 
No.4. The SEC staff notes that SSAE No. 4 is not accepted for 17f-1 or 2 
reports.
SSAE No. 5. In November 1995, the ASB issued SSAE No. 5, Amend­
ment to Statement on Standards for Attestation Engagements No. 1, Attesta­
tion Standards (AICPA, Professional Standards, vol. 1, AT sec. 100). This 
amendment provides guidance on the quantity, type, and content of 
working papers for attestation engagements and is effective for en­
gagements beginning after December 15, 1995.
SSAE No. 6. In December 1995, the ASB issued SSAE No. 6, Report­
ing on an Entity's Internal Control Over Financial Reporting: An Amend­
ment to Statement on Standards for Attestation Engagements No. 2 (AICPA, 
Professional Standards, vol. 1, AT sec. 400). This amendment conforms 
the description of elements of an entity's internal control to the compo­
nents of internal control contained in SAS No. 78 (see discussion in the 
preceding section) and Internal Control—Integrated Framework. The 
amendment is effective for an examination of management's assertion 
when the assertion is as of or for the period ending December 15, 1996, 
or thereafter. Early application of the provisions of this Statement is 
permitted.
Quality Control Standards. In May 1996, the ASB issued Statement on 
Quality Control Standards (SQCS) No. 2, System of Quality Control for a
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CPA Firm's Accounting and Auditing Practice (AICPA, Professional Stand­
ards, QC sec. 20) and No. 3, Monitoring a CPA Firm's Accounting and 
Auditing Practice (AICPA, Professional Standards, QC sec. 30). SQCS No. 
2 supersedes SQCS No. 1, System of Quality Control for a CPA Firm and 
System of Quality Control for a CPA Firm: Interpretations o f  QC Section 10 
(AICPA, Professional Standards, vol. 2, QC secs. 10 and 10-1). The provi­
sions of these Statements are applicable to a CPA firm's system of qual­
ity control for its accounting and auditing practice as of January 1,
1997.
SQCS No. 2 redefines a firm's accounting and auditing practice to 
include all audit, attest, and accounting and review services for which 
professional standards have been established by the ASB or the Ac­
counting and Review Services Committee under Rules 201, General 
Standards, and 202, Compliance With Standards, of the AICPA Code 
of Professional Conduct (AICPA, Professional Standards, vol. 2, ET secs. 
201 and 202). The definition of a firm's accounting and auditing prac­
tice has been revised to include engagements performed under SSAEs 
issued by the ASB. These standards had not been issued when SQCS 
No. 1 was promulgated. Also, the new standard replaces the nine spe­
cific elements discussed in SQCS No. 1 with the following five broad 
elements—independence, integrity, and objectivity; personnel man­
agement; acceptance and continuance of clients and engagements; en­
gagement performance; and monitoring. SQCS No. 3 provides 
guidance on how a firm can implement the new monitoring element of 
a quality control system in its accounting and auditing practice.
New Independence Standards
The second general auditing standard, "Independence" (AICPA, 
Professional Standards, vol. 1, AU sec. 220.07) provides that in all mat­
ters relating to the assignment, an independence in mental attitude is 
to be maintained by the auditor or auditors. The precepts established 
to guard against the presumption of loss of independence are con­
tained in the AICPA's Code of Professional Conduct (AICPA, Professional 
Standards, vol. 2, ET sec.). Recently issued standards relating to inde­
pendence are enumerated in the following sections:
Ethics Ruling—Indemnification of a Client. The AICPA Profes­
sional Ethics Executive Committee issued Ethics Ruling No. 102, 
Member's Indemnification of a Client, as published in the January 
1996 Journal of Accountancy. This ruling states that auditors 
should not enter into agreements that would require them to in­
demnify their client for damages, losses, or costs arising from 
lawsuits, claims, or settlements that relate, directly or indirectly,
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to client acts, or their independence will be impaired. In assessing 
their independence, auditors of investment companies should 
consider the implication of indemnification arrangements re­
quested by their clients, in light of this new ethics ruling.
Extended Audit Services. The AICPA Professional Ethics Executive 
Committee issued the following independence standards relating to 
providing extended audit services:
• Ethics Interpretation 101-13—Extended Audit Services
• Ethics Ruling No. 97—Performance o f Certain Extended Audit Serv­
ices
• Ethics Ruling No. 103—Member Providing Attest Report on Internal 
Controls
• Ethics Ruling No. 104—Member Providing Operational Auditing 
Services
• Ethics Ruling No. 105—Frequency o f Performance o f Extended Audit 
Procedures
The complete text of the standards shown above were published in 
the August 1996 edition of the AICPA's Journal o f Accountancy and be­
came effective upon publication.
AICPA Exposure Drafts: Proposed SASs
Consideration o f Fraud in a Financial Statement Audit. In May 1996, 
the AICPA issued an exposure draft of a Proposed Statement on Audit­
ing Standards—Consideration of Fraud in a Financial Statement Audit 
and Amendments to Statements on Auditing Standards No. 1, Codifica­
tion o f Auditing Standards and Procedures, and No. 47, Audit Risk and 
Materiality in Conducting and Audit. The proposed Statement would 
provide expanded operational guidance on the consideration of fraud 
in conducting a financial statement audit. The proposed changes in 
auditing standards also clarify the auditor's present responsibility to 
plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free from material misstatement, 
whether caused by error or fraud. In addition, the proposed changes 
provide added guidance on the standard of due professional care in 
the performance of work, including the need to exercise professional 
skepticism, and the concept of reasonable assurance. In addition to 
amending SAS Nos. 1 and 47, the proposed statement would:
• Describe fraud and its characteristics.
20
• Require the auditor to specifically assess the risk of material mis­
statement due to fraud and provide categories of fraud risk factors 
that should be considered in the auditor's assessment.
• Provide guidance on how the auditor should respond to the re­
sults of the assessment.
• Provide guidance on the evaluation of audit test results as they 
relate to the risk of material misstatement due to fraud.
• Describe related documentation requirements.
• Provide guidance regarding the auditor's communication about 
fraud to management, the audit committee, and others.
Amendment to SAS No. 31, Evidential Matter. In May 1996, the AICPA 
issued an exposure draft of a proposed SAS, Amendment to Statement on 
Auditing Standards No. 31, Evidential Matter. This proposed Statement 
would provide guidance for a practitioner who has been engaged to 
audit an entity's financial statements where significant information is 
transmitted, processed, maintained, or accessed electronically. The 
proposed Statement would include examples of evidential matter in 
electronic form and provide that an auditor should consider the time 
during which such evidential matter exists or is available in determin­
ing the nature, timing, and extent of substantive tests. In addition, the 
proposed Statement would indicate that an auditor may determine 
that, in certain engagement environments where evidential matter is 
in electronic form, it would not be practical or possible to reduce de­
tection risk to an acceptable level by performing only substantive 
tests. The proposed Statement would provide that in such circum­
stances, an auditor should consider performing tests of controls to 
support an assessed level of control risk below the maximum for af­
fected assertions.
Accounting Issues and Developments
Accounting fo r  Transfers and Servicing o f  Financial Assets and 
Extinguishment o f  L iabilities
In June 1996, the FASB issued FASB Statement No. 125, Accounting 
for Transfers and Servicing of Financial Assets and Extinguishment of Liabili­
ties. This Statement provides accounting and reporting standards for 
transfers and servicing of financial assets and extinguishment of liabili­
ties. Those standards are based on consistent application of a financial- 
components approach that focuses on control. Under that approach, 
after a transfer of financial assets, an entity recognizes the financial and
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servicing assets it controls and the liabilities it has incurred, derecog­
nizes financial assets when control has been surrendered, and derecog­
nizes liabilities when extinguished. This Statement provides consistent 
standards for distinguishing transfers of financial assets that are sales 
from transfers that are secured borrowings.
A transfer of financial assets in which the transferor surrenders con­
trol over those assets is accounted for as a sale to the extent that consid­
eration other than beneficial interest in the transferred assets is 
received in exchange. The transferor has surrendered control over 
transferred assets if and only if all of the following conditions are met:
1. The transferred assets have been isolated from the transferor— 
put presumptively beyond the reach of the transferor and its 
creditors, even in bankruptcy or other receivership.
2. Either (a) each transferee obtains the right—free of conditions that 
constrain it from taking advantage of that right—to pledge or ex­
change the transferred assets or (b) the transferee is a qualifying 
special-purpose entity and the holders of beneficial interests in 
that entity have the right—free of conditions that constrain them 
from taking advantage of that right—to pledge or exchange those 
interests.
3. The transferor does not maintain effective control over the trans­
ferred assets through (a) an agreement that both entitles and ob­
ligates the transferor to repurchase or redeem them before their 
maturity or (b) an agreement that entitles the transferor to repur­
chase or redeem transferred assets that are not readily obtain­
able.
FASB Statement No. 125 requires that liabilities and derivatives in­
curred or obtained by transferors as part of a transfer of financial assets 
be initially measured at fair value, if practicable. It also requires that 
servicing assets and other retained interest in transferred assets be 
measured by allocating the previous carrying amount between the as­
sets sold, if any, and retained interests, if any, based on their relative 
fair values at the date of the transfer.
FASB Statement No. 125 requires that servicing assets and liabilities 
be subsequently measured by (a) amortization in proportion to and 
over the period of estimated net servicing income or loss and (b) as­
sessment for asset impairment or increased obligation based on their 
fair values.
FASB Statement No. 125 requires that debtors reclassify financial 
assets pledged as collateral and that secured parties recognize those 
assets and their obligation to return them in certain circumstances in 
which the secured party has taken control of those assets.
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FASB Statement No. 125 requires that a liability be derecognized if 
and only if either (a) the debtor pays the creditor and is relieved of its 
obligation for the liability or (b) the debtor is legally released from 
being the primary obligor under the liability either judicially or by the 
creditor. Therefore, a liability is not considered extinguished by an in­
substance defeasance.
FASB Statement No. 125 provides implementation guidance for as­
sessing isolation of transferred assets and for accounting for transfers 
of partial interest, servicing of financial assets, securitizations, transfers 
of sales-type and direct financial lease receivables, securities lending 
transactions, repurchase agreements including "dollars rolls," "wash 
sales," loan syndications and participations, risk participations in 
banker's acceptances, factoring arrangements, transfers of receivables 
with recourse, and extinguishment of liabilities.
FASB Statement No. 125 supersedes FASB Statements No. 76, Extin­
guishment of Debt, and No. 77, Reporting by Transferors for Transfers of 
Receivables with Recourse. This Statement amends FASB Statement No. 
115 to clarify that a debt security may not be classified as held-to-ma­
turity if it can be prepaid or otherwise settled in such a way that the 
holder of the security would not recover substantially all of its re­
corded investment. This Statement amends and extends to all servicing 
assets and liabilities the accounting standards for mortgage servicing 
rights now in FASB Statement No. 65, Accounting for Certain Mortgage 
Banking Activities, and supersedes FASB Statement No. 122, Accounting 
for Mortgage Servicing Rights. This Statement also supersedes Technical 
Bulletins No. 84-4, In-Substance Defeasance of Debt, No. 85-2, Accounting 
for Collateralized Mortgage Obligations (CMOs) and No. 87-3, Accounting 
for Mortgage Servicing Fees and Rights.
FASB Statement No. 125 is effective for transfers and servicing of 
financial assets and extinguishment of liabilities occurring after De­
cember 3 1 , 1996, and is to be applied prospectively. Earlier or retroac­
tive application is not permitted.
Disclosures about Derivative Financial Instruments
FASB Statement No. 119, Disclosure about Derivative Financial Instru­
ments and Fair Value of Financial Instruments, issued in October 1994, 
was effective for financial statements issued for fiscal years ending af­
ter December 15, 1994. However, for entities with less than $150 million 
in total assets as of that date, the effective date was extended to fiscal 
years ending after December 15, 1995.
FASB Statement No. 119 requires disclosures about derivative finan­
cial instruments futures; forward, swap, and option contracts; and 
other financial instruments with similar characteristics. It also amends
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existing requirements of FASB Statement No. 105, Disclosure of Informa­
tion about Financial Instruments with Off-Balance-Sheet Risk and Financial 
Instruments with Concentrations of Credit Risk, to require disaggregation 
of information about financial instruments with off-balance-sheet risk 
of accounting loss by class, business activity, risk, or other category 
that is consistent with the entity's management of those instruments. 
The Statement also amends FASB Statement No. 107, Disclosures about 
Fair Value o f Financial Instruments, to require that fair value information 
be presented without combining, aggregating, or netting the fair value 
of derivative financial instruments with the fair value of nonderivative 
financial instruments and that it be presented together with the related 
carrying amounts in the body of the financial statements, a single note, 
or a summary table in a form that makes clear whether the amounts 
represent assets or liabilities.
Auditors should consider whether the provisions of FASB Statement 
No. 119 apply to their investment company clients and, if so, evaluate 
whether the client's financial statement disclosures are adequate and 
appropriate in view of the requirements set forth therein.
Exhibit




SAS No. 75, Engagements to 
Apply Agreed-Upon 
Procedures to Specified 
Elements, Accounts, or Items 
of a Financial Statement
SAS No. 35 Prohibits negative 
assurance.
Provides guidance 
concerning the conditions 
for performing agreed- 
upon procedures 
engagements; the nature, 
timing, and extent of the 
procedures; the 
responsibilities of 
practitioners and specified 
users; and reporting on 
agreed-upon procedures.
SAS No. 76, Amendments to 
SAS No. 72, Letters for 
Underwriters and Certain 
Other Requesting Parties
SAS No. 72 Specifies the form of letter 
to be provided by the 
accountant in 
circumstances in which a 





but the requesting party 
has not provided a 
representation letter.
SAS No. 77, Amendments to 
SAS No. 22, Planning and 
Supervision, No. 59, The 
Auditor's Consideration of 
an Entity's Ability to 
Continue as a Going 
Concern, and No. 62, 
Special Reports
SAS Nos. 22, 
59, and 62
Clarifies that a written 
audit program should be 
prepared.
Precludes the use of 
conditional language in a 
going concern report.
SAS No. 78, Consideration of 
Internal Control in a 
Financial Statement Audit: 
An Amendment to SAS No. 
55
SAS No. 55 Recognizes the COSO 
definition of internal 
control.
SAS No. 79, Amendment to 
Statement on Auditing 
Standards No. 58, Reports 
on Audited Financial 
Statements
SAS No. 58 Eliminates the requirement 
to add an uncertainties 
paragraph to the auditor's 
report (does not affect SAS 
No. 59).
Information Sources
Further information on matters addressed in this Audit Risk Alert is 
available through various publications and services listed in the table 
at the end of this document. Many nongovernment and some govern­
ment publications and services involve a charge or membership re­
quirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
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All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
* * * *
This Audit Risk Alert supersedes Investment Companies Industry De­
velopments—1995/96.
* * *  *
Practitioners should also be aware of the economic, industry, regula­
tory, and professional developments described in Audit Risk Alert— 
1996/97 and Compilation and Review Alert—1996/97, which may be 
obtained by calling the AICPA Order Department at the number below 
and asking for product no. 022194 (audit) or 060674 (compilation and 
review).
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